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Mr. Chairman and Members of the Subcommittee:

At your request, we appear before you today to present
information developed by the General Accounting Office in
its study to assist the legislative and appropriation com-
mittees in achieving a realistic and uniform formula for

Igscertaining indirect costs on research grants|based on

sound accounting principles.

WHY THE STUDY WAS MADE

Department of Defense appropriation acts for fiscal
years 1966 through 1968 provided that any recipient of a
DoD grant for the conduct of a research project would not
be paid the entire cost of the project. Recipients of re-
search grants, therefore, were required to share in the
costs. Similar cost-sharing requirements were contained in
appropriation acts of other agencies awarding Federal re-
search grants.

The 1969 Department of Defense appropriation bill
passed by the House of Representatives, and approved by the
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Senate Committee on Appropriations, contained the cost-
sharing requirement of previous years' acts.

However, on September 20, 1968, Senator Mansfield pro-
posed a substitute for the cost-sharing language by the
following amendment to the bill:

'""No part of the funds provided in this or any
other Act shall be used to pay any recipient of

a grant or contract for the conduct of a research
project an amount for indirect expenses in con-
nection with such project in excess of 25 per
centum of the direct costs."

Unlike previous limitations on overhead, the proposal
would have been applicable to research contracts as well as
grants and would have affected commercial organizations as
well as educational and other nonprofit institutions.

Senator Mansfield's amendment was passed by the Senate
with the qualification that it would apply only to the De-
partment of Defense rather than to all appropriation acts.
In conference, the language of both the House (cost shar-
ing) and the Senate (25 percent limitation on indirect
costs) was stricken from the bill.

The conference committee stated that new and compre-
hensive studies should be made of the entire area by the
General Accounting Office, appropriate legislative commit-
tees, and the appropriation committees. The studies should
be directed toward achieving a uniform formula for the as-
certaining of indirect costs on research grants throughout
the entire Govermment. The Government should set the basis
for indirect costs based upon sound accounting principles.
The committee felt that if such allocation between direct

and indirect costs is properly made, it would appear that



the proper proportion of indirect costs to direct costs
should not exceed 25 percent.

The intent of the conference committee was transmitted
to the General Accounting Office by letter of October 11,
1968, from Representative George H. Mahon, Chairman, House

Committee on Appropriations.

SCOPE OF GAO STUDY

The Mansfield amendment would have placed an overhead

limitation on both grants and contracts for research proj-
ects.  The conference committee, however, directed that stud-
ies be made toward "achieving a uniform formula for the ascer-

taining of indirect costs on research grants throughout the

entire Government." The request received by the General Ac-
counting Office from Congressman Mahon also was limited to

research grants.

Public Law 85-934, authorizing Federal agencies to make
grants for the support of research, permits the agencies to
enter into such agreements only with institutions of higher
education or nonprofit organizations primarily engaged in
scientific research. Accordingly, we conducted our study at
13 colleges and universities, two hospitals, and two nonprofit
research institutions. We concentrated on the educational
institutions since most of the basic research performed
outside of Government laboratories was conducted by univer-
sities in fiscal year 1968. The number of institutions in-
cluded was limited in view of the time available.

Because some agencies use the contract instrument for

the same type of research that other agencies obtain through



use of the grant instrument, we also reviewed research con-
tracts with educational and nonprofit institutions. We did
not include development contracts. We met with officials of
the six governmental departments and agencies which spend

the predominant share of Federal research funds. We conferred
with institutional representatives, such as the American Coun-
cil on Education. We obtained data on indirect cost negotia-

tions with 190 institutions from agency files.

We also obtained information on the practices and poli-
cies of agencies and institutions with respect to sharing in
the cost of research projects. We included this subject in
our study in view of the facts that the Congress substituted
a requirement for cost sharing for a fixed overhead limita-
tion on grants in 1966 and the Mansfield amendment would have
returned to a fixed percentage overhead limitation. Cost
sharing will be discussed in greater detail later in this

statement,

SUMMARY OF GAQ FINDINGS

In summary it is our conclusion that a uniform formula,

in the sense of a uniform percentage rate applied to direct
cost or some element thereof, will not result in a realistic
determination of indirect cost, based on sound accounting
principles. Nor do we believe it feasible to determine in-
direct cost by a fixed method or procedure applied uni-
formly under all conditions. Overhead rates are merely a
measure of the indirect portion of the total cost of re-
search and there are a number of valid reasons why indirect
cost rates vary. The General Accounting Office does be-

lieve, however, that uniform principles and guidelines can
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be used for the determination of indirect cost, provided
they have sufficient flexibility to be applicable to differ-
ing circumstances in an equitable manner.

Bureau of the Budget Circular No. A-21 is intended to
provide principles and guidelines in determining research
costs. As a result of our study we believe consideration
should be given to providing more specific guidance and
greater uniformity in the implementation of these principles
and guidelines. While we do not believe that additional
guidance or improved administration will eliminate varia-
tions in the levels and rates of indirect costs, they should
serve to lessen the differences.

There are numerous kinds of costs in the performance of
research which properly are treated as direct costs in some
circumstances and as indirect costs in others. The differ-
ences in method of treatment would cause significant dif-
ferences in the relationship of indirect costs to direct

costs but the total costs incurred would not be affected.

There are differences also in the missions of the in-
stitutions, the nature of their research projects, their
methods of operation, and the manner in which they are or-
ganized to perform research. Accordingly, the amount of
indirect cost incurred will vary considerably. .

Furthermore, the bases used in computing overhead rates
vary. Previous statutory limitations, and the Mansfield
amendment, were directed towards limiting indirect expenses
to a percentage of direct costs. Most institutions use

other bases in calculating overhead rates.



The wide variation in existing overhead rates does
not mean that institutions with higher rates are less effi-
cient than those with lower rates nor does it mean that the
total cost of research is greater at those universities with
higher rates for indirect costs. The fact that higher over-
head rates are reported by some institutions does not indi-
cate that the Government is paying profit, fees, or subsidy
to those institutions, Overhead rates do not measure, and

should not be used to evaluate, research efforts,

FACTORS AFFECTING INDIRECT COSTsS

The cost of research is comprised of the direct costs

incident to its performance plus the appropriate portion of
indirect or overhead costs of an institution.

Direct costs are those that are specifically incurred
in the performance of a research project., Direct costs

ordinarily include

--salaries and wages of persons directly engaged in
research,

--related employee benefit expenses,
--costs of material and supplies consumed,
--the cost of special equipment purchased,
--travel expenses and

--other costs which may be identified directly with a
given research project.



Indirect or overhead costs are those that have been
incurred for common or joint purposes of research, instruc-
tion and related activities. These should be distributed
in reasonable and equitable proportions relative to their
contribution to the research activities, Indirect costs

usually consist of expenses for:
--general administration,
-~departmental administration,
--research administration,

--operation and maintenance,

--library, costs, and

--use charges for buildings and equipment.
Indirect costs are real costs of common or joint func-
tions. An appropriate portion of these costs together with

direct costs make up the total cost of the research activi-

ties concerned.

TREATMENT OF RESEARCH COSTS

The treatment of a particular research cost varies

with circumstances, depending upon whether the cost is in-
curred specifically for a particular project or the amount
is directly identifiable with that project. If so, good
accounting practice would be to charge a particular cost
directly to the project. If not, it should be handled as
an indirect cost and included in the total of such costs
assigned to the various activities supported, on some basis

proportionate to the benefits provided.
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The handling of a cost as direct or indirect obviously
affects the total of indirect cost. It also affects the
amounts of direct cost to which the indirect cost normally
is related. The identifying of an expense as a direct cost
not only reduces the amount of indirect cost but also the
ratio of indirect cost to direct cost. Accordingly, the
overhead rate is further reduced by reason of the larger
direct cost to which the indirect cost may be related. The
total cost, of course, should not be affected.

The level of indirect costs and the question of whether
a research cost is properly treated as direct or indirect,
thereby having an ultimate effect on the overhead rate, are
influenced by at least seven broad factors; (1) the nature
of the educational institution and the manner in which it
is organized; (2) the nature of the research performed;
(3) the location of the research facilities; (4) the varia--
tions in research facilities; (5) the management policies
of institutions; (6) sophistication of accounting systems;

and (7) varying bases used to express overhead rates,

1. Nature of The Institution. In terms of the scope of
studies pursued and the extent of research involved,
the nature of the institution affects the amount of
overhead. A specialized science and engineering in-
stitution is likely to have a high percentage of its
space devoted to laboratories and equipment, involving
considerably greater expense for maintenance, house-
keeping, and utilities than classroom and lecture hall
facilities. '

2. Nature of Research. The nature of research has an im-
pact on the requirement of additional indirect costs
generated by services needed to carry out the work. A
research project in mathematics may require little
space and support services compared to a research proj-
ect in medicine or engineering. In the latter cate-
gories elaborate facilities, sensitive equipment, and
precise environmental control are needed and may be
charged as direct or indirect costs.
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3. Location of Research Facilities. Whether a cost is
charged as direct or indirect is often determined by
the manner in which the institution performing the re-
search operates its facilities. The place where the
research is undertaken--on main-campus facilities or
off-campus facilities--influences the research costs.
Generally, more of the costs incurred in performing
research in off-campus facilities, or in buildings used
solely for research on main-campus, are charged di-
rectly. Under these circumstances, the costs are more
readily identified as direct costs.

Depending on the proximity to the main-campus, many
overhead costs charged to main-campus research, such
as library costs, student service costs, and certain
operation and maintenance costs, are not charged to
off-campus work, Off-campus research activities do
not benefit from these costs. Instead, to the extent
that the off-campus activity requires such services,
they are separately provided and their costs charged
directly to the project.

There is an additional factor affecting indirect cost
rates resulting from the geographical location of an
institution. Some universities are situated in high
cost areas, others in low cost areas. Costs of utili-
ties and labor differ in the various regions of the
country. Climatic conditions result in differences in
the consumption of utilities and the need for mainte-
nance, including expenses of shoveling snow, sanding,
air conditioning, and so on.

4, Variations in research facilities. Variations in
research costs also are caused by the type and age
of structures used, the method of funding of the
facilities, and the extent of maintenance required
for the facilities. Building use charges are com-
puted from acquisition costs of the buildings. Such
charges obviously are greater for a modern and per-
manent structure than for an older or temporary
structure. On the other hand, maintenance costs
generally are greater for older structures.




The methods by which the construction of research
facilities is financed also differ greatly, in-
fluencing the degree of building use charges made
to research. For research conducted solely in
buildings constructed by the universities, building
use charges or depreciation costs would be charged
to Government research, either directly or indi-
rectly. On the other hand, for research performed
in buildings constructed with Federal funds, no
charge by the research institution for building use
would be appropriate. In some instances research
is conducted in rented space and rental cost is
charged to the project, generally as a direct cost.

Management Policies. The manner in which certain
costs are treated also varies depending on the man-
agement policies adopted by the institution. Some
universities charge as direct cost employee fringe
benefits, plant repairs, and building alterations.
Others handle these as indirect costs. Either
method may be appropriate depending on the circum-
stances.

Differences in indirect cost rates can result, in
part, from differences in compensation policies.
Salaries may differ substantially among academic
professions, Those in medical and engineering
fields generally command higher scales than their
counterparts in social sciences or agriculture.

All universities provide persomnel benefits, some
more generously than others. An institution which
provides greater amounts of personnel benefits, and
treats them as an indirect cost, will have a higher
indirect cost rate. An institution which provides
only a few benefits probably will pay higher sala-
ries in order to attract and retain competent
people. The additional salaries would increase the
direct labor base and result in a lower indirect
cost rate,
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Costs which are considered by management to be too
difficult, or too expensive, in terms of administra-
tion and accounting, to charge directly to a partic-
ular undertaking are handled as indirect costs.

Heat used for conditioning a laboratory or steam

used in conducting an experiment may be measured ac-
curately and charged as a direct cost, where such
treatment is considered economically feasible, or

may be charged as an indirect cost. Ordinarily, such
precise determinations are not made for joint activ-
ities because of the large capital investment re-
quired to provide the metering equipment and the
added personnel necessary to collect and compile the
data. Where the research project is conducted as a
separate activity, such cost is usually readily avail-
able and is charged directly.

Sophistication of accounting systems. We found that
some universities have a higher degree of sophistica-
tion in accounting functions and are more knowledge-
able and diligent than others in the preparation of
overhead proposals. These universities have under-
taken extensive and costly studies to show that cer-
tain overhead costs are benefitting research more
than other activities. In contrast to these univer-
sities, those not equipped to support their overhead
proposals in similar detail may not be recovering
overhead to the extent to which they might be enti-
tled. Likewise, institutions with sophisticated
accounting systems would be in a better position to
transfer costs now treated as indirect to direct
should a limitation be imposed on indirect costs.

Varying bases used to express overhead rates. In
the negotiation of overhead rates between the Govern-
ment and the institutions, the rate agreed upon is
expressed as a percentage relationship of the indi-
rect cost to some portion of the direct cost. The
many different direct cost bases used for this pur-
pose preclude a meaningful comparison of the various
rates.

The 15, 20, and 25 percent limitations fixed by the
Congress during the period from 1958 to 1966 limited
payment of indirect expenses to the applicable per-
centage of direct costs. The Mansfield amendment
likewise would have limited indirect expenses of a
research project to 25 percent of the direct costs.
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Our analysis of bases used by the institutions for
determining a rate showed the following were all
used: direct salaries and wages with no fringe
benefits; salaries and wages with all, or some,
fringe benefits; all direct costs except capital ex-
penditures; and, in a few cases, total direct costs.
Given the same set of circumstances, the selection of
one base can result in a substantial difference in the
overhead rate as contrasted with the rate produced by
use of another base, without any change in the dollar
amount of indirect cost.

Using a hypothetical case, where the indirect cost

of research is $2,000 and the total direct cost is
$10,000, a variety of overhead rates can be expressed
without any change in the indirect cost, direct cost,
or total cost. If the salaries and wages portion of
direct costs, $4,000, is used as a base, the indirect
cost, $2,000, produces an overhead rate of 50 percent.
If the base is enlarged to $5,000, to include em-
ployee fringe benefits of $1,000, the overhead rate
is reduced to 40 percent.

If the direct cost base also includes "other direct
costs except capital expenditures" of $3,000, it

becomes $8,000 and the overhead rate is reduced to
25 percent. Finally, if the base used is total
cost, including capital expenditures, of $10, 000,
the indirect cost rate, based on the same $2,000 in-
direct cost expense incurred, is 20 percent.

Although the use of a more uniform base for deter-
mining and stating the negotiated overhead rate would
lessen the variations in rates, there would continue
to be significant differences in the rate for reasons
discussed previously.
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POSSIBLE EFFECT OF INDIRECT COST LIMITATION

A limitation on indirect cost would give an institution
the incentive to treat as many costs as possible as direct
charges even though this practice may be unnecessarily ex-
pensive. It should be noted that direct costing not only
reduces the indirect cost but also enlarges the direct cost
base to which the indirect cost limitation is related, and
thus would permit a higher recovery of indirect cost.

A limitation on indirect cost could cause institutions
both to separately operate and administratively support
Government ~-sponsored research, in order to enable identifi-
cation-and treatment of more costs as direct. This probably
would result in a greater overall cost of the operation than
had the research activity been operated and supported in
common with other activities.

In this regard, one state institution expressed opposi-
tion to a limitation on indirect cost on the grounds that,
under the laws prescribing the accounting methods for its
state's schools, it would lack the flexibility that other
schools might have to transfer costs from indirect to di-

rect.
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UNIFORM PRINCIPLES AND GUIDELINES FOR DETERMINING INDIRECT COSTS

The General Accounting Office does not believe that there
is enough standardization in the method of operation or organi-
zation among research institutions and projects to permit the
use of a uniform rate, or a fixed method, of determining indi-
rect costs. It does believe that uniform principles and guide-
lines can be used for the determination of indirect costs, pro-
vided they have sufficient flexibility to be applicable to dif-
fering circumstances in an equitable manner.

Bureau of the Budget Circular No. A-21 is intended to pro-
vide such principles and guidelines. The cost principles of
A-21 have been incorporated into the Armed Services Procurement
Regulation, the Federal Procurement Regulations, and the NASA
Procurement Regulation. Circular A-21 has been revised from
time to time as experience has indicated a need. This is done
by the Bureau of the Budget with the assistance of the Govern-
ment agencies administering the program, and after discussion
with representatives of the educational institutions. Various
matters observed in our study indicate the need for consider-
ation of further changes in the provisions and administration
of the Circular.

The objective of Circular A-21 is to provide cost princi-
ples and guidance which, when properly applied in particular
circumstances, will result in a determination of a realistic
cost attributable to research. It explains, within a general
framework, how direct costs can be charged. It provides guide-
lines as to the type of groupings for indirect costs and their
bases for allocation to research projects. It defines allowable

and unallowable costs. It suggests a simplified method for
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determining indirect costs at institutions where the total
direct cost of all Federal support under research and educa-
tion service agreements does not exceed $1 million in a
fiscal year,

Basically Circular A-21 is a statement of principles
and guidelines to be applied with judgment under varying
circumstances, having the necessary flexibility to provide
a realistic determination of costs on the basis of sound ac-
counting principles.

The agencies involved in research administration as
well as the academic community have expressed a preference
for flexible cost principles for appropriate application to
diverse conditions as stated by Circular A-21, rather than a
rigid uniform formula for ascertaining indirect costs. They
contend, and GAO agrees, that a rigid formula would result
in inequity among the institutions and probably would hurt
the institutions with smaller volumes of research. GAO does
believe, however, that more uniformity than now exists is
feasible and desirable.

The existing cost principles should continue to be re-
vised, be more specific, or otherwise be changed, as is
found necessary. These revisions may stem from recommenda-
tions from the agencies or educational institutions. They
could also arise out of findings by the General Accounting
Office, or to give recognition to policy decisions or guid-
ance provided by the Congress. We believe it important that
the principles be in a form subject to revision by adminis-
trative action to permit needed adjustments for problems and
other matters arising from experience in the administration

of these programs.
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POTENTIAL IMPROVEMENT IN PRINCIPLES AND GUIDELINES

In our study we identified areas which appear to have
a potential for improvement. Some appear to be at variance
with the provisions of A-21, to be otherwise questionable,
or to warrant consideration as to whether more uniformity
in application or administration is needed.

However, it should be recognized that it was not pos-
sible in the time available for our study to evaluate these
matters to the extent necessary to reach final conclusions.
In some cases adjustments made in negotiations could not be
identified with the specific items questioned by the Govern-
ment auditors.

Nevertheless, we believe that the items observed, sev-
eral of which will be discussed in this statement, and all
of which will be included in our report to the Congress, in-
dicate a potential for improvement through the use of more
specific guidelines and uniform administratiomn.

1. Equipment use charges. Universities are compensated
for the use of their equipment in Govermment re-
search through use charges or depreciation allow-
ances. Use charges are generally computed on equip-
ment acquisition costs up to a maximum annual rate

of 6-2/3 percent. This is comparable to a depre-
ciable useful life of 15 years.

We found that various types of records were main-
tained to support acquisition.costs of equipment.
Not all institutions have taken physical inventories
of equipment in recent years. At one, information
on acquisition costs was not maintained. At a
second, the validity of the acquisition costs data
was questionable. At a third, the cost of equipment
disposed of was not deleted from the records.
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In arriving at equipment use charges, generally com-
puted at 6-2/3 percent, only two of 13 universities
which we visited excluded equipment which was more
than 15 years old. A-21 does not require such ex-
clusion. Our limited study did not determine
whether charges generated by this treatment were
offset by losses on equipment disposed of before at-
taining a 15-year life.

We also found that different techniques were used by
various institutions to allocate equipment use
charges between instruction use and research use.

We believe that executive agencies concerned with
improving A-21 should consider the following areas
for possible improvement: (a) maintenance of in-
ventory records, (b) application of use charges on
equipment over 15 years old, (c) use of the cost of
unused equipment in determining use charges, and

(d) the need for a more uniform basis for allocating
equipment use charges,

Building use charges. In the determination of com-
pensation to universities for the use of buildings
and capital improvements, there are areas similar to
those relating to equipment use which we believe
should be considered for more specific guidance.

We believe that an evaluation is needed to determine
whether the two percent allowable use charge should
apply to buildings over 50 years old. Consideration
also should be given to whether more uniformity is
needed in the computation of building use charges
and the basis used in allocating building use
charges to research.

Other indirect costs. There appears to be a need
for more uniformity among the schools in charging
research with an equitable portion of the costs of
supporting activities, such as library expenses,
student activity costs and student services costs.
A-21 provides that general and administrative ex-
penses, departmental administration expenses, and
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operation and maintenance expenses be distributed
to instruction, organized research, and other in-
stitutional activities. We found that a variety
of methods were used to make these distributions.

RECOMMENDED ACTION

On the basis of our study, we believe that considera-

tion should be given by the Bureau of the Budget to the
possibility of providing more specific guidance in certain
areas and of achieving uniformity in the implementation of
the principles and guidelines. We recognize that additional
guidance or improved administration will not eliminate the
variations in the levels and rates of indirect costs be-
cause of the differing situations previously discussed.
However, differences can be reduced through improved ad-
ministration,

The Bureau of the Budget has advised us that it will
strive for more specific guidance in the areas we identi-

fied in our study in its next revision of Circular A-21.

FACTORS AFFECTING COST SHARING

In our study, we solicited views on cost sharing since

the congressional interest in establishing a uniform formula
for the ascertaining of indirect cost on research grants was
related to a proposed substitution of an indirect cost lim-

itation for the existing statutory requirement that the Gov-

ernment pay less than the full cost.
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Mandatory cost sharing

Beginning with fiscal year 1966 appropriation acts,
the Congress required those agencies awarding Federal research
grants to obtain agreements from the grant recipients to
share the costs. Prior to this time, some Government agen-
cies had required cost sharing. In addition, colleges and
universities had been voluntarily absorbing a portion of the
costs of research sponsored by the Government.

In considering the 1966 appropriation for the Depart-
ment of Health, Education,and Welfare, the House Appropri-
ation Committee instructed the Bureau of the Budget to pro-
mulgate regulations which would result in an appropriate
level of financial participation by the grantee. The Bu-
reau issued BOB Circular No. A-74 in December 1965 referring
to the language of the appropriation acts of 1966 which pro-
vided that '"none of the funds provided herein shall be used
to pay any recipient of a grant for the conduct of a re-
search project an amount equal to as much as the entire
cost of the project."

Circular No. A-74 directed the agencies to continue
their policies and practices concerning the extent of cost
participation by grantee institutions, except that where
Federal agencies would otherwise bear the full cost, the
applicant institutions must share in the costs on more than
a token basis. Costs were to be determined in accordance
with BOB Circular A-21, although the extent of cost partic-

ipation could vary, depending on a number of factors,
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Documentation of cost sharing

The Federal agencies were directed by Circular A-74 to
require each grantee institution to maintain records to
demonstrate its contribution and to report cost participa-
tions to the Bureau of the Budget for each fiscal year.

The Bureau informed us that cost-sharing data submitted to
it by the agencies are based upon the cost sharing contained
in grant proposals rather than upon an after-the-fact deter-
mination,

Some educational institutions pointed out that they
have always shared costs as a matter of policy and that man-
datory cost sharing has not increased the amount of partic-
ipation. Both Government agencies and educational institu-
tions have informed us that mandatory cost sharing has added
to the burden of administering grants by requiring dollar
determinations and documentation of participation.

The universities contend that they share costs more
than is required. They state that faculty researchers gen-
erally spend more time on Government research projects than
is required by the terms of the grant. Also, they maintain
that when overhead costs are rising, which is generally the
situation, they absorb the difference between recovery at
the rate of actual direct costs experienced during the grant
period and the lower predetermined rate fixed by the grant
agreement at the time of the award. The predetermined rate
is based upon cost data which are usually several years old
because the last audited, agreed-upon rate is used.

Institution officials further contend that there is
additional cost sharing on every grant because A-21 does
not permit any reimbursement for certain costs, such as in-

terest, fund raising, and investment management.
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Agency views on cost sharing

Generally, Government agencies believe that the
greater degree to which the research is oriented to the
agency mission, i.e. the Government's need, the lesser jus-
tification there is for mandatory cost sharing. The degree
of national interest may be larger in those agencies where
research is program-oriented in comparison with more gen-
eral research such as that performed under National Science
Foundation grants.

If mandatory cost sharing is continued, the agencies
believe that the manner of implementation and administra-
tion should continue to be flexible in order for them to be
able to consider cost-sharing proposals on a case-by-case
basis. Bureau of the Budget officials stated that the de-
gree of cost sharing should vary, in part, in accordance
with the nature of the institution and its ability to con-
tribute.

View of the academic community

The American Council on Education takes the position
that, if cost sharing is desired by the Congress, it should
be done on a voluntary basis. The Council believes, how-
ever, that the policy of cost sharing has been adopted
without an adequate hearing to determine its merits, either
before the Congress or any other forum. In its opinion,
mandatory cost sharing on Federally-supported research has
not accomplished the purposes claimed for it.

Methods of cost sharing

Although Circular A-74 established the general guide-

lines for cost sharing, the manner in which the circular is

21



implemented was left to the respective agencies. In most
of the instances which we examined, cost sharing was nego-
tiated and administered on a project by project basis, to
satisfy the'requirements of the individual agencies con-
cerned. Institution officials indicated that these ar-
rangements are time-consuming and costly for their institu-
tions.

Cost sharing could be accomplished by the so-called
voluntary method which would eliminate the administrative
effort associated with negotiating, documenting, and admin-
istering mandatory cost sharing. However, there would be
no way to measure the extent of cost sharing and no assur-
ance that voluntary cost sharing would not decrease as de-

mands on the institutions' resources increase.

USE OF GRANTS AND CONTRACTS
FOR FUNDING RESEARCH PROJECTS

Cost sharing is required only on research performed un-
der grant instruments. It is not required under contracts.
Several agencies which use the contract as the principal in-
strument for obtaining research do obtain some degree of con-
tribution fromrecipients, However, the only sharing that is
required by law, and reported to the Bureau of the Budget, is
on grants. The use of contracts relieves the agency of ful-
filling mandatory cost sharing requirements. The Bureau of
the Budget emphasized to us that Circular A-74 does not dis-
courage cost sharing on contracts but, rather, does permit
the agencies to continue their practices in cost participa-

tion for research financed through contracts.
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Historically, there has been an effort to distinguish
between the contract and the grant as an instrument for
funding research projects. If the Government's purpose was
to procure university research in support of a particular
need of its own, the contract was said to be the logical
instrument to use. If, however, the Government's purpose
was to aid or support research compatible with the univer-
sity's educational function but likewise in support of Gov-
ernment need, presumably the grant would be the appropriate
mechani sm.

University officials say that this traditional distinc-
tion between the contract and the grant now has little prac-
tical meaning. Many research contracts have characteristics
traditionally associated with the grant and vice-versa. An
investigator's work may be supported by either a grant or a
contract, depending on which Federal agency funds a project.

The Bureau of the Budget recognized the need for a for-
mal policy statement establishing criteria for using the
grant or the contract form. In a report in March 1966 it
recommended that consideration be given to developing a
standard instrument--a research agreement--for use in cir-
cumstances not warranting a contract. This instrument would
have the simplicity and flexibility traditionally associated
with the grant. The Bureau of the Budget has initiated an
interagency study to identify changes that are necessary to
eliminate undesirable inconsistencies among agencies in
terms and conditions of contracts and grants, and to deter-

mine actions that should be taken to promote the changes.
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University officials generally were of the opinion that
if the Government would use a standard agreement for spon-
sored research projects, there would be a significant savings
in administrative cost. Officials of some Government agen-
cies expressed serious doubts that a standard research agree-
ment could be devised which would offer any particular ad-

vantage over the use of grants and contracts.

OBSERVATIONS ON COST SHARING

Both Government agencies and educational institutions

are opposed in general to mandatory cost sharing. Both
recognize that in some circumstances voluntary cost sharing
is appropriate. Both believe that the amount of cost shar-
ing is greater than that which has been identified. We in
GAO believe that:

(a) the merits of cost sharing and the validity of the
arguments on both sides tend to vary depending on
the purpose for which research awards are made;
and,

(b) ordinarily each award involves, to some degree,
(1) furthering the agencies' program objectives
and (2) promoting the institutions' research
capabilities, the relative importance of each
varying from project to project.

If the Congress should desire cost sharing on grant-
type research, there need to be well-defined and uniform
standards governing the use of contracts or grants for
research, on a Government-wide basis, to enable a more con-
sistent application of cost sharing. We believe that addi-
tional criteria and guidance to the agencies to assist them
in following more consistent and uniform practices is both

feasible and desirable.
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We concur in the concept adopted in 1966 that cost
sharing, to the extent that such is required, should be re-
lated to the total cost of a project as contrasted to the
concept of mandatory cost sharing by setting a limitation
on the indirect cost rate. We believe that consideration
of the interests of the Government and the institutions in-
volved make it highly desirable that, within the require-
ments established by the Congress or the Executive Branch,
the amount of cost sharing be flexible--a matter for nego-
tiation between the responsible Government agency and the
grantee institution.

As we have pointed out, there are divergent views on
this matter, These differing views cause recurring prob- *
lems. It appears to us that if a consistent policy is to
be followed by the various agencies concerned there will
be a need for guidance from the Congress or the Executive
Branch as to whether cost sharing is to be required and,
if so, the general level, and the kinds of research pro- ;
grams in which it will be expected, as well as the degree
of latitude to be permitted in its administration,

Perhaps this subcommittee can go deeply enough into
these matters with the Govermment agencies concerned, and
the representatives of educational institutions who appear
before it, to enable it to formulate the needed pblicy |
guidance and to obtain such approval by the Congress or
the committees concerned as is necessary to resolve this

problem,
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As an alternative, if mandatory cost sharing is to be

- required, we believe that congressional control over cost
sharing could be effectively provided with minimum ad-
ministrative cost and burden through review by congressional
committees in their legislative and appropriation hearings
of the cost sharing policies followed by the various in-
dividual agencies. On the basis of such review, the agency
could be required to make any desired revisions in its cost

sharing policies.

Mr, Chairman, this concludes the statement on our
study of indirect costs. I will try to answer any questions

you or your committee may have.

26





